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Lessons We Can Learn
Address by LAWRENCE K. ROOS, President, Federal Reserve Bank o f St. Louis, before the St. Louis Council 
on World Affairs, St. Louis, Missouri, October 7, 1981

.i^L . S w e have all becom e painfu lly  aw are, inflation 
is now  the  m ost serious p rob lem  facing m ost nations 
th ro u g h o u t th e  w orld . F or those  ind iv iduals w ho 
have fa iled  to correctly  an tic ipate  the  course o f 
inflation, the  re su lt has b ee n  capricious — an d  often 
d ish earten in g  — w ealth  losses. E ven  for those  w ho 
have a ttem p ted  to an tic ipate  its com ing, inflation 
has p roduced  significant changes in econom ic b e 
havior: saving and  in v estm en t have d ec lin ed  
substan tially , p roductiv ity  has fallen, an d  financial 
m arkets have ex p e rien ced  increased  instab ility  and  
uncertain ty . T h e  general re su lt has b e e n  low er 
standards o f living for the  citizens of th is nation  and  
for m uch o f the  re s t o f the  w orld.

T oday I w ould  like to  discuss certain  aspects of 
th e  w orldw ide rise in inflation tha t has occurred  over 
the  past decade  and  a half. In  particu lar, I w ould  
like to share som e personal observations and  im pres
sions that I g leaned  d u rin g  a recen t v isit to the 
U n ited  K ingdom , S w itzerland  and  W est G erm any. 
T h ese  observations concern  th e  d ifferen t social and  
political forces affecting th e  co n d u c t o f m onetary  
policy in  d iffe ren t nations.

T here  are th ree  basic  p ropositions th a t I w ish to 
stress in m y discussion:

F irst: tha t p e rs is ten t inflation w h en ev er it 
occurs is a m onetary  p h enom enon ; it 
resu lts sim ply from excessive grow th of 
the  m oney supply,

Second: th a t cen tra l banks are th e  creators of 
m oney  and , consequen tly , in spite of 
m onetary  control tech n iq u es  th a t differ 
b e tw een  nations, th ey  are capable o f 
reducing , even  elim inating , inflation if  
th ey  so choose,

T hird : th a t w hen  cen tra l banks have chosen not 
to con tain  th e  grow th o f m oney and  in
flation, this choice has usually  re su lted  
from p ressu res exerted  by  social and  
politica l forces th a t do no t especially  
desire  p rice  stability.

T h e  first tw o propositions are m ost easily  d em o n 
stra ted  by  sim ply  com paring  th e  m onetary  expan
sions an d  inflation experiences o f W est G erm any, 
Sw itzerland, the U n ited  K ingdom  and  th e  U nited  
States over the  past 15 years.

As m ature, d ev e lo p ed  and  open  econom ies, each 
o f th ese  nations has b ee n  sim ilarly  affected  by a host 
o f  nonm onetary  factors, such as the vagaries of 
w eather, O P E C , and  the  general expansion o f gov
e rn m e n t activ ities. Yet, in  sp ite  o f th e  com m onality  
o f these  influences on th e ir  respec tive  econom ies, 
th ere  are d iscern ib ly  uncom m on  d ifferences b e 
tw een  the  four nations in th e  m an n er in w hich  they  
have con d u c ted  m onetary  policy  and  in th e  associ
a ted  inflation they  have experien ced .

D uring  the early  1960s, S w itzerland  had  the  high
est  rate of m oney grow th (over 9 p e rcen t p e r year)
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and, consequen tly , the  highest  ra te o f inflation (about 
5 p e rcen t p e r year). At th a t tim e, the  U n ited  States, 
in contrast, h ad  th e  low est  ra te o f m oney growth 
(about 3 p e rcen t p e r year) and , again, no t su rp ris ing 
ly, th e  low est  inflation rate (less than  2 p e rcen t p e r 
year). Rates o f  m oney  grow th and  inflation in the 
U n ited  Kingdom  and W est G erm any fell som ew here 
b e tw een  the  U nited  States and  Sw itzerland. [See 
tab le  1.]

W hat a d ifference th e  past 15 years have m ade! 
S ince the m id-1960s, m oney grow th in the  U n ited  
Kingdom  and  th e  U n ited  States has steadily  accel
era ted . O ver th e  past five years, U.S. m onetary  
expansion  was m ore th an  d oub le  w hat it was during  
th e  early  1960s. M oney grow th in  th e  U n ited  King
dom  m ore th an  trip led  its pre-1965 grow th rate.

T h e  patterns o f Swiss and  W est G erm an m oney 
grow th over the past 15 years stand  in sharp con
trast to those of the U nited  States and the U nited  
Kingdom . T he Swiss ra te  o f  m onetary  increase  has 
d ec lin ed  sharply  since th e  m id-1960s. W est G erm an 
m oney grow th has show n a m ixed p a tte rn  — som e
tim es sharp ly  decelera ting , som etim es sharply  
accelerating . H ow ever, over the past five years it 
was less than  its ra te  o f grow th in  the  early  1960s.

As a re su lt o f th ese  d iv erg en t pa tterns, w h ile  in 
flation has averaged  m ore than  13 p e rcen t p e r year in 
the  U n ited  K ingdom  and  over 7 p e rcen t per year in 
th e  U.S. for the past five years, G erm any has experi
en c ed  only a 4 p e rcen t average annual inflation, and 
inflation in  S w itzerland  averaged  a m in iscu le  2 
p e rcen t p e r  year.

O f course, over short periods, nonm onetary  
factors can also affect th e  rate o f inflation. F o r exam 
p le , as a re su lt o f O P E C , rates o f inflation increased  
d ram atically  in all four nations from 1973 to 1975. 
After 1975, how ever, the  fundam en tal re la tio n sh ip  
b e tw een  changes in the  grow th ol m oney and  
changes in the  ra te o f inflation was reasserted . Infla
tion declined  in W est G erm any and  S w itzerland  and 
increased  in  the  U nited  K ingdom  and the  U nited  
States, reflecting  th e  d iffe ren t patterns o f m onetary  
expansion in  th ese  countries.

T his b r ie f  descrip tion  o f th e  in teraction  o f m oney 
grow th and  inflation dem onstrates one p o in t qu ite  
clearly . B ecause W est G erm any and  Sw itzerland  
have m ain ta in ed  fairly tig h t control over th e  d irec 
tion o f grow th o f th e ir m oney stocks, th ey  have 
ach ieved  re la tive ly  low  average rates o f  inflation. 
T his, unfortunately , was not th e  case in th e  U nited  
Kingdom  and the U n ited  States. T he im portant 
q u estio n  to be answ ered  is “W hy the d iffe rences?”

Table 1
Annual Rates of Growth in 
Money Stock and Price Levels1

Growth in Growth in 
Period money prices

West Germany 1960-65 9.0% 3.6%
1965-70 6.0 3.5
1970-75 10.2 6.6
1975-80 8.3 4.0

Switzerland 1960-65 9.4% 4.9%

1965-70 7.5 4.9
1970-75 6.3 8.2

1975-80 5.2 2.02

United Kingdom 1960-65 3.1% 3.6%
1965-70 3.6 4.9
1970-75 12.4 13.1
1975-80 13.1 14.5

United States 1960-65 3.1% 1.6%
1965-70 5.0 4.2
1970-75 6.1 6.5
1975-80 7.1 7.2

'The money stock used is the "na rrow ” money stock; the price 
series is the GDP deflator (GNP deflator for the United States). 

2Price data fo r Switzerland through 1979 only.

I b e liev e  th a t the  an sw er can b e  found  in  social 
and  politica l p ressu res th a t arise  in resp o n se  to 
tem porary  econom ic “ discom forts” w h ich  affect 
certa in  segm ents o f th e  econom y in  tim es o f m o n e
tary restrain t. T h ese  discom forts, though  painfu l, 
are a necessary  part o f th e  process essen tia l to  w in d 
ing dow n inflation. T hey  arise  in th e  fo llow ing ways.

M onetary  restra in t d es ig n ed  to  reduce  inflation 
usually  p roduces som e in itia l, b u t tem porary , ad 
verse im pacts on em p lo y m en t and  production . 
H igher u n em p lo y m en t and  slow  econom ic grow th, 
how ever tem porary, inev itab ly  g en e ra te  sen tim en t 
to abandon  policies o f restrain t.

F or m onetary  re stra in t to p revail, policym akers 
m ust b e  p rep ared  to  p e rm it in te re st rates to fluctuate 
freely  in  accordance w ith  m arket in fluences. U nan
tic ip a ted  fluctuations in  in te re st rates have adverse 
effects on in terest-ra te-sensitive  sectors o f society 
such as th e  housing  and  financial industries. T h ey  
m ay also p roduce  m ovem ents in  foreign exchange 
rates w hich  can have a d istu rb in g  effect on export 
and  im port industries. T h ese  groups can  be  expected
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to reac t to th e ir  d iscom fort by  exerting  political 
p ressu re  upon  m onetary  policym akers to re trea t 
from restrain t.

F inally , stable m onetary  control subjects the  
governm ent to increased  financial d iscip line . It 
forces governm ent to finance its expend itu res 
through  h ig h er taxes or th rough  borrow ing  d irectly  
f r o m  the public.  E ith e r way, th e  expend itu res b e 
com e sub ject to g reater p u b lic  scrutiny. A nd such 
scrutiny an d  co n seq u en t d isc ip lin e  m ay not be 
po litica lly  accep tab le to those in  governm ent.

T h ese  social and  po litical forces, arising  as conse
q uences o f m onetary  restrain t, p lace enorm ous 
p ressu re  on m onetary  policym akers to abandon 
attem pts to control and  red u ce  inflation. If, through 
the  political process, tem porary  econom ic pro tection 
o f certa in  sectors o f society takes p reced en ce  over 
price stability , the  cen tra l bank, irrespective of its 
in d ep en d en ce , w ill find it increasing ly  difficult to 
m ain tain  strict m onetary  control.

H ow  th ese  social and  po litica l p ressu res influence 
the  conduct o f  m onetary  policy  is d ram atically  illus
tra ted  in  the  cases o f th e  U n ited  Kingdom , Sw itzer
lan d  and  G erm any.

T h e U nited  K ingdom , since W orld W ar I, has 
faced changes in w orldw ide econom ic and political 
conditions tha t have re n d e re d  som e o f its econom ic 
sectors inefficient. In stead  o f perm itting  these  in 
dustries to d ec lin e  and  new  ones to arise in th e ir 
p lace  — a process th a t w ou ld  have en ta iled  a tem 
porary  dec line  in  liv ing  standards during  th e  tran si
tion  — the politica l dec ision  was m ade to p ro tec t 
th e  affected  industries. G overnm en t expend itu res 
and  governm ent deficits grew ; th e ir  costs b u r
geoned . U ltim ately, w h en  all e lse  failed, th e  govern
m en t itse lf  e n te red  d irec tly  in to  th e  b usiness o f 
p roduc ing  goods and services via nationalization  
o f specific industries.

C oncurren tly , a constituency  evolved w hose 
prim ary  goal was to m ain tain  high rates of em ploy
m en t at all tim es and  to m ain tain  the  existing  
standard  o f liv ing  d esp ite  d ec lin in g  dem and  and 
productiv ity . O ver tim e this constituency  grew  in 
political strength  and  was ab le to force m onetary  
policym akers to accelera te  m oney  growth. T his ex
pansion  in  m oney grow th, an d  th e  su b seq u en t 
h ig h er inflation, d id  no t re su lt from faulty techn iques 
or perverse  in ten tions on the  part of the  Bank of 
E ng land . I t occurred  sim ply  b ecau se  th e  central 
bank  re sp o n d ed  to ever-increasing  p ressures from 
the  p u b lic  and private sectors that b en efited  from 
an inflationary environm ent.

In  S w itzerland, th e  cen tra l bank  faces significant
ly d ifferen t k inds o f po litical and  social p ressures. 
F or decades, S w itzerland  has b een  w illin g  to to ler
ate th e  d ec lin e  of its m ajor industries — agricu lture 
and  w atchm aking  — as changes occurred  in w orld 
econom ic conditions. For exam ple, at the  start of 
the  1970s, Swiss w atchm akers p ro d u ced  abou t 80 
p ercen t o f all w atches m ade. C urren tly , th ey  p ro 
duce only abou t 30 p e rcen t and  this share is con tinu 
ing to dec line , as w atchm aking  has sh ifted  to the 
O rient. T he Swiss, in  turn , p erm itted  resources to be 
reallocated  into m anufactu ring  and  financial service 
industries, and w ere  w illing  to en d u re  h igher 
un em p lo y m en t in  th e  process.

W hy do the  Swiss p lace g reater em phasis on price 
stability  than  on em plo y m en t stability? F irst, m uch 
of the  Swiss labor force consists of so-called “ guest 
w orkers” w ho are citizens o f  n e ighboring  nations. 
Since tem porary  rises in u n em ploym en t fall m ore 
heav ily  on “ guest w orkers,” the  politica l im pact of 
u n em p lo y m en t on th e  Swiss e lec to rate  is lessened . 
F urtherm ore , one o fth e  m ost im portan t Swiss in d u s
tries — the  p rov id ing  o f financial services to the  rest 
o f th e  w orld  — owes its very ex istence to th e  stability  
o f the value of th e  Swiss franc. B ecause Swiss m anu
facturing  re lies alm ost solely on im ported  raw 
m aterials, and  to som e extent, im ported  labor, short
term  fluctuations in exchange rates have little  net 
effect on S w itzerland’s im portan t export industries. 
F inally , the Swiss governm ent sector is re la tively  
sm all and  is engaged  in v irtually  no incom e m ain 
ten an ce  endeavors.

U n d er th ese  circum stances, it is easy  to see  that, 
although th e re  are a few  sectors o f  th e  Swiss 
econom y tha t w ould  benefit from protection  from 
the  side effects o f  m onetary  restrain t, the  Swiss p ro 
inflation constituency  is re la tive ly  sm all. As a result, 
the  central bank is free to contro l m onetary  growth 
irrespective  o f short-term  fluctuations in in tere st 
rates, exchange rates or u n em ploym en t rates.

W est G erm any lies som ew here  b e tw een  the 
U nited  Kingdom  and  S w itzerland  in term s of factors 
im pacting  its conduc t o f m onetary  policy. A lthough, 
like S w itzerland, it is a society th a t is dom inated  by 
the  p rivate  sector, it resem bles the  U n ited  K ingdom  
in th a t it has num erous incom e m ain tenance pro
grams and  a large governm ent sector. Also, like the 
U nited  K ingdom , G erm any has industries  th a t are 
h igh ly  d ep e n d en t on exports and , therefore , benefits 
from a low er foreign-exchange value of its currency. 
T h ere  are also short-run p ressures to m aintain  low 
in tere st rates to favor various in terest-sensitive  
industries.

5Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



FEDERAL RESERVE BANK OF ST. LOUIS OCTOBER 1981

O n the  o th er hand , th e re  are im portan t factors in 
G erm any w hich  con tribu te  to the v iability  of anti- 
inflationary policies. T h e  B undesbank  is legally  
in d ep en d e n t of the federal governm ent; the p reva
len ce  of “ guest w orkers” m itigates som ew hat the 
concern  over h ig h er unem ploym ent, and  G erm any 
has no t yet b ee n  f aced  w ith  the prob lem  of dec lin in g  
industries. M ost im portan t of all, G erm an citizens 
rem em ber, e ith e r first or second hand , the  ravages 
o f th e  hyperinflation  of the early  1920s. T hey  are still 
w illing  to suffer som e tem porary  econom ic disloca
tions to avoid a repetition  of the tragedy  of h yper
inflation.

Thus, w h ile  th e re  are grow ing dem ands in  W est 
G erm any for incom e red is trib u tio n  and , therefore , 
for incom e m ain tenance  policies, the overw helm ing  
priority  is still to p rev en t an acceleration  in inflation. 
As a result, the  B undesbank  is free to pu rsu e  m one
tary restra in t and  to d isregard  m ost of the  transitional 
p rob lem s th a t m ay occur as a resu lt.

W hat lessons can w e in the U nited  States learn 
from th ese  com parisons? C an they  be ap p lied  to our 
conduct of m onetary  policy?

First, the  Swiss and  W est G erm an experiences 
m ake it c lea r tha t m onetary  policy  can  be  used  to 
contro l and  red u ce  the  rate of inflation. T h e  Swiss 
and  W est G erm an experiences p rov ide good exam 
ples o f this.

M ore im portantly , how ever, ex p erien ce  d em on
strates th a t m onetary  control is possib le  only  if the 
cen tral bank  has a c lear m andate to control inflation. 
A political and  social consensus th a t p rice stability  
is the  prim ary p rio rity  and  responsib ility  o f the 
cen tra l bank  m ust prevail.

T h ird , it is obvious th a t th e  larger the  govern
m en t sector becom es re la tive to the p rivate  sector, 
the g reater are the  pro-inflation p ressures on m one
tary policym akers. T his is no t because  governm ents 
consciously  d esire  inflation. B ather, it is because  
inflation, especia lly  if it is u n an tic ip a ted , m akes it 
ea s ie r for th e  governm ent sector to expand  its 
control over national resources and  p rovide po liti
cally  desirab le  services. T h e  U nited  K ingdom  and 
the  U nited  States are good exam ples o f this 
phenom enon .

Perhaps th e  b iggest p roblem  th a t m onetary  po licy
m akers face today in the  U n ited  States is th a t the  
constituency  for sectoral p ro tection , the  pro-inflation 
constituency , is grow ing. M ore and  m ore groups, 
th rough  th e ir  e lec ted  rep resen ta tiv es, have b een  
d em and ing  p ro tec tion  from adverse m arket p re s
sures and  in tere st rate fluctuations. W e p ro tec t the 
unem ployed , the  e ld erly  and  th e  m inorities. We 
p ro tec t fanners, the housing  industry , the  au to 
m obile industry , th e  th rift industry  and  the  bond 
dealers. T h e  list can and , un less w e do som eth ing  
abou t it, w ill go on and  on.

A chievem ent o f p rice  level stab ility  im plies that 
all sectors of the  econom y m ust be sub ject to m arket 
forces. It is the  fear of th ese  m arket forces th a t 
p roduces pow erfu l po litica l p ressu res for protection  
against inflation ra th e r than  e lim ina tion  o f inflation. 
O nce this p ro tec tion  syndrom e becom es em b ed d ed  
in society, the  re tu rn  to p rice  stab ility  becom es 
increasing ly  difficult.

W e in the U n ited  States are p resen tly  at the cross
roads. As our inflation-pro tected  constituencies con
tin u e  to grow, as they  encom pass an even  g reater 
portion  of our society, th e re  w ill be  increased  p res
sures on the  m onetary  au thorities to  abandon  th e ir 
a ttem pts to com bat inflation. T he even ts  of th e  past 
several w eeks — the cries o f angu ish  tha t in te re st 
rates m ust b e  forced dow n im m ed ia te ly  and  a t any 
cost — are a reflection  of such po litical p ressures in 
action.

In  a dem ocratic  society, even  the  titu larly  “ in d e 
p e n d e n t” central bank  canno t rem ain  im m une from 
po litical p ressures. As A rthur B um s has n o ted , the 
angu ish  o f central bank ing  arises no t from its 
inab ility  to control m oney grow th, b u t ra ther from 
th e  d ifficulties th a t cen tral bankers have in over
com ing th e  politica l p ressu res associa ted  w ith 
m onetary  restrain t.

I f  w e pu ll back now  from our cu rren t policy of 
m onetary  restrain t, w e w ill, once again, have ac ted  
to pro long  and , perhaps, to in stitu tionalize  inflation 
in this nation. W e m ust now  choose b e tw e en  long
term  benefits for all or short-term  gains for a few. 
W hat w ill our decision  be?
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Money Growth Stability and Inflation: 
An International Comparison
DALLAS S. BATTEN

S i n c e  it im p lem en ted  a new  m onetary  control 
p rocedure  in O ctober 1979, the  F ed era l R eserve 
con tinuously  has b een  critic ized  for creating  ad d i
tional instab ility  w ith in  financial m arkets around  the 
w orld .1 C ritics po in t ou t tha t this increased  insta
b ility  has b een  caused  by  the  volatile short-run 
m oney grow th in the  U nited  States, the  re su lt of the  
F e d ’s attem pt to m ore d irec tly  control the m oney 
supp ly  by focusing m ore on th e  grow th of reserves 
and  less on sm oothing in te re st rates. T h e  purpose  of 
this note is to com pare briefly  th e  short-run volatility  
o f m oney grow th in th e  U n ited  States, G erm any, 
Sw itzerland  and  th e  U nited  K ingdom  and to inves
tigate the longer-run tren d  o f m oney grow th in these  
countries over th e  last two decades. G erm any and 
Sw itzerland  have b een  chosen  because  each is u su 
ally con sid ered  to b e  a bastion o f stab le  long-run 
m oney growth. T he U nited  K ingdom  is o f in te re st 
because  of the “m onetarist ex p erim en t” th a t is cu r
ren tly  b e in g  conduc ted  th e re .2

T h e  pattern  o f m oney  grow th has d is tin c t eco
nom ic ram ifications.3 T he first im pact of a change in 
the rate of m oney grow th is felt by the  real econom y.4 
In  particular, a susta ined  change in the  rate o fm oney  
grow th in itia lly  has a positive effect on the  level of 
real o u tp u t (and, concom itantly , em ploym ent) w ith  a 
lag o f two or th ree  quarte rs .5 U nstable m oney grow th

^ e e ,  for exam ple, Bank for In tern a tio n a l S e ttlem en ts, F ifty-F irst  
A n n u a l R eport (1981), pp. 69-75; and  M ilton F ried m an , "M o n e
tary In stab ility ,” N ew sw eek  (June 15, 1981), p. 80.

2T he follow ing analysis has also b e en  perfo rm ed  for C an ad a  and  
Japan. T h e  resu lts are qu a lita tiv e ly  sim ilar to those rep o rted  for 
th e  countries in c lu d ed  in th is note.

3L eonall C. A ndersen  and  Keith M. C arlson, “ A M onetarist 
M odel for E conom ic S tab iliza tion ,” th is R eview  (April 1970), pp. 
7-25.

4F in ancia l m arkets also are in itia lly  affected  by  a change  in  th e  
ra te  o f m oney  grow th. H ow ever, th e  n a tu re  o f th is im pact is 
u n c lear and  bey o n d  th e  scope o f th is  note.

5A su sta in ed  change is u sua lly  de fin ed  as one p e rsis tin g  for at
least two co n secu tiv e  quarters.

(i.e., freq u en t d irec tiona l changes in  th e  rate of 
m oney growth) w ill re su lt in u nstab le  o u tp u t growth. 
C onsequen tly , in this fram ew ork, m oney growth 
volatility  in  the  short run  is u n d esirab le  because of 
the  ebbs and  flows in em ploym en t that it creates. 
T his effect w ill only b e  tem porary , how ever, since 
o u tp u t grow th is closely  linked  to the  rate of growth 
of p roductive resources in th e  long run.

T he secondary im pact of a susta ined  change in the 
rate o f m oney grow th is on prices. T his im pact in i
tially  is re la tive ly  sm all because  o f the  buffering 
effect of the  change in o u tp u t grow th. After the ou t
p u t effect has filtered  th rough  the econom y (i.e., after 
o u tp u t grow th has re tu rn ed  to its tren d  level), the 
ra te of price change com plete ly  reflects the effect o f  a 
su sta in ed  change in the  rate o f m oney  growth. This 
reflection is usually  accom plished  w ith in  12 to 20 
quarte rs .6 In o th er w ords, w h ile  in the  short run a 
change in the rate o f m oney grow th prim arily  
affects o u tp u t grow th, in th e  long run  this change 
in m oney grow th is transm itted  en tire ly  to price 
level grow th (i.e., inflation). C onsequen tly , in order 
to en su re  p rice stability , the  po licym aker m ust 
contro l m oney grow th so that, in the  long run, 
the  m oney supp ly  grows at approxim ately  the  sam e 
rate as the d ifference b e tw een  the grow th in velocity 
and  real ou tput.

From  the  d iscussion  above, then , the  perform ance 
o f m onetary  au thorities m ust b e  eva lua ted  from two 
perspectives: short-run variab ility  and  long-run 
trend . C harts 1 and  2 and  tab les 1 and  2 sum m arize 
the analysis from th ese  two points o f view . Spe
cifically, the  panels in chart 1 contain  (a) th e  quarter- 
to -quarter an n u a l ra te of m oney grow th, (b) a linear

6T his range for th e  lag from a change  in th e  rate o fm o n ey  growth 
to a change  in the  ra te  o f inflation is su p p o rted  by D en is S. 
Karnosky, “ T he L ink  B etw een  M oney and  P rices— 1971-76,” 
th is R eview  (June 1976), pp . 17-23; Keith M. C arlson, “ T he Lag 
from  M oney to P rices ,” th is R eview  (O ctober 1980), pp. 3-10; and 
John  A. Tatom , “ E nergy  Prices and  Short-B un E conom ic P er
fo rm ance,” th is R eview  (January  1981), pp. 3-17.
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C hart 1

M o n e y  a n d  Price G r o w th  in Selected Countr ies
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11 T rend  e q u a t io n s  a re  p re s e n te d  in  ta b le  2 . S o u rc e : In te rn a t io n a l F in a n c ia l S ta tis t ic s

[2  C o m p o u n d e d  a n n u a l ra te s  o f  c h a n g e .

Q u arte rly  m oney
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M o n e y  a n d  Price G r o w th  in Selected Countr ies
G e rm a n y
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LL T re n d  e q u a t io n s  a re  p re s e n te d  in  ta b le  2 . S o u rc e : In te rn a t io n a l F in a n c ia l S ta tis t ic s
[2  C o m p o u n d e d  a n n u a l ra te s  o f  c h a n g e .
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C h a r t  2

Long-Term Interest Rates in Selected Countries

Source: In te rn a t ion a l  F inanc ia l  Statist ics

tim e tren d  of the  quarter-to -quarter annual rate of 
m oney  grow th, and  (c) a linear tim e tren d  o f the  
quarter-to -quarter annual rate o f  p rice grow th for the 
U n ited  States, the  U nited  K ingdom , G erm any and 
S w itzerland  over th e  last tw o d ecad es.7 C ontrary  to 
p o p u la r op inion, it appears from the  charts tha t 
m oney grow th in the  U n ited  States has b ee n  rela-

7T h e  m onetary  aggregate  used  is M l for G erm any, S w itzerland  
an d  the  U n ited  K ingdom  and  M1B for th e  U n ited  S tates. T he 
p rice  m easu re  em p lo y ed  is the  G N P defla tor for G erm any, the  
U n ited  K ingdom  and  th e  U n ited  States. Since th e  G N P defla to r is 
rep o rted  only an n u ally  in Sw itzerland , th e  co n su m er p rice  index 
is used . E x cep t for th e  U n ited  K ingdom , the tim e period  
an alyzed  is 1960-80. D ue to the  u n av ailab ility  o f m onetary  data 
for th e  U n ited  K ingdom  prio r to 1963, th e  analysis is perfo rm ed  
over the  p e rio d  1963-80.

tively  m ore stable du rin g  this p e rio d  th an  in  any of 
the  o ther th ree  countries. T his observation  is con 
firm ed by the  ca lcu la ted  m easures o f d ispersion  
(variability) rep o rted  in tab le  l . 8 Both th e  standard  
deviation  and  the  coefficient of variation o f th e  rate 
o f m oney grow th are sm aller for the  U n ited  States 
than  for any of th e  o ther countries. Also, it is not 
su rp rising  th a t o u tp u t grow th has b ee n  less variab le

8T h e  standard  dev ia tio n  — a m easu re  o f th e  d isp e rsio n  of a 
v ariab le  a round  its a rith m etic  m ean  — is the  m easu re  o f  vari
ab ility  typ ica lly  u sed . H ow ever, w h en  com paring  th e  variab ility  
o f tw o variab les w ith  d iffe ren t m eans, th e  com parison  o f standard  
dev ia tions may b e  m islead ing . C o n seq u en tly , the  coefficien t of 
variation  — th e  ratio o f th e  standard  dev ia tion  to th e  m ean  — is 
freq u en tly  u sed  in th is situation . T h e  coefficient o f varia tion  
m easu res th e  d ispersion  o f a variab le  as a  p e rcen tag e  o f its m ean.
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Table 1
M easures of Short-Run Variability

Country
Standard
deviation

Coefficient of 
variation

United States
Money growth 3.08% .572
Price growth 2.97 .604
Output growth 2.63 .736

United Kingdom
Money growth 10.19 1.090
Price growth 7.65 .755
Output growth 2.59 1.129

Germany
Money growth 5.11 .609
Price growth 2.98 .672
Output growth 2.90 .763

Switzerland
Money growth 8.26 1.108
Price growth 2.91 .700
Output growth 3.24 1.089

(m easured  by the coefficient o f  variation) in  the 
U nited  States; that is, re la tive ly  m ore stab le  m oney 
grow th in  the  U nited  States apparen tly  has led  to 
re la tive ly  less fluctuation in o u tpu t grow th over the 
last two decades.

An indicator o f system atic changes in the  ra te of 
m oney grow th over tim e is necessary  to evaluate  the 
perform ance of m onetary  au thorities in the  long run. 
T h e  estim ated  linear tim e tren d  equations in tab le  2 
p rovide m easures o f  system atic change in th e  grow th 
rates o f m oney  and  prices. In  particular, the slope o f 
each equation  ind icates the change in the rate of 
growth from one q u arte r to the  next. (For exam ple, 
the  slope o f the tren d  equation  for m oney grow th in 
the  U nited  States is .067, w hich  m eans tha t the  
annual rate of m oney grow th increased  by  6.7 basis 
points each quarter.) T h e  estim ated  equations re 
ported  in tab le  2 reveal th a t over the  last 20 years the 
rates o f grow th of m oney in both  the U nited  States 
and  th e  U n ited  K ingdom  have exh ib ited  positive 
and  statistically  significant tim e trends. As a result, 
the tren d  o f p rice grow th in each country  is also 
positive and  statistically  significant.9

O n the  o ther hand , bo th  the  trends o f m oney  and 
price grow th in G erm any are no t significantly dif-

9T h e  d ifference  in th e  slopes o f the  p rice  tre n d  lin e  and the 
m oney tren d  line  can b e  ex p la in ed  by changes in inflationary 
expecta tions an d  real ou tp u t grow th  th a t affect th e  d em an d  for 
m oney. See th e  d iscussion  below .

Table 2
Time Trend Equations

United States: %AM - 5.34 + .067 Time
(15.80) (5.61)

%AP = 4.92 + .103 Time
(15.09) (13.60)

R = 6.34 + .080 Time
(28.29) (26.33)

United Kingdom: %AM = 9.35 + .161 Time
(7.73) (2.86)

%AP = 10.13 + .238 Time
(11.16) (6.95)

R = 10.09 + .139 Time
(26.63) (17.61)

Germany: %AM = 8.39 + .011 Time
(14.96) (0.47)*

%AP = 4.44 + .024 Time
(13.56) (1.79)*

R = 7.34 + .023 Time
(53.00) (4.49)

Switzerland: %AM = 7.45 - .081 Time
(8.23) (2.19)

%AP = 4.16 + .014 Time
(13.02) (1.02)*

R = 4.49 + .021 Time
(36.09) (4.44)

Note: absolute value of t-statistic reported in parentheses
%AM = annualized quarter-to-quarter rate of M1 (M1B for

U.S.) growth
%AP = annualized quarter-to-quarter rate of GNP deflator

(CPI fo r Switzerland) growth
R = long-term government bond yield (quarterly aver

age)
*Not significantly different from zero at the 5% level.

fe ren t from zero; in Sw itzerland  m oney growth 
dem onstrates a significant, negative  tren d , w h ile  the 
tren d  o f p rice grow th is not statistically  significant. 
In  o th er w ords, accelera ting  m oney grow th in the 
U nited  States and  the U n ited  Kingdom  durin g  the 
p ast tw o decades has caused  inflation (price level 
grow th) also to accelerate. A lternatively , since the 
rates o f m oney grow th have rem a in ed  re la tively  u n 
changed  in bo th  G erm any and  Sw itzerland  over 
th e  past tw o d ecad es,th e ir rates o f inflation have also 
rem ain ed  re la tive ly  constan t during  this period.

A nother ram ification o f a rising  tren d  rate of 
m oney grow th is the inflationary expectation tha t it 
generates. Specifically, if  the  tren d  rate o f m oney 
grow th is rising  (as it is in th e  U n ited  States and  the 
U n ited  Kingdom), it is m ore difficult for m arket par
tic ipants to d iffe ren tiate  a tem porary  deviation
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above the  tren d  from an increase  in the  tren d . C on
sequen tly , a period  of m oney grow th above the  trend  
ra te generates expectations o f h ig h er rates o f infla
tion, w hich  re su lt in a dec line  in the dem and  for 
m oney  (o ther th ings equal) and  create additional 
inflationary pressures. A lternatively , w hen  th e  rate 
of m oney  grow th exhibits essen tia lly  no tren d  over 
tim e, m arket partic ipan ts generally  do no t confuse 
tem porary  deviations from th e  tren d  w ith  changes in 
th e  tren d . As a result, dev iations from tren d  are not as 
read ily  tran sla ted  into inflationary expectations.

T h e  experiences of th ese  four countries support 
this hypothesis. S ince the  real in te re st rate is re la 
tively  stable over tim e, changes in long-term  bond  
y ields are a good ind icator of changes in inflationary 
expectations. L ong-term  bond  y ields for all four 
coun tries each have exh ib ited  a statistically  signifi
cant, positive tim e tren d ; how ever, those for G er
m any and  Sw itzerland  are notab ly  sm aller than  those 
for the  U nited  States and  the  U n ited  Kingdom . Using 
tab le  2 and chart 2, one can read ily  observe that, on 
average, during  the last 20 years, long-term  bond 
y ields have risen  by only 2 basis points p e r qu arte r in 
G erm any and  Sw itzerland  w hile  rising  by  8 and  14 
basis poin ts in the  U nited  States and  the  U nited  
K ingdom , respectively . In  o th er w ords, w h ile  infla

tionary  expectations have rem ained  re la tively  con 
stan t in G erm any and Sw itzerland , th ey  have sys
tem atically  increased  in th e  U n ited  States and  the 
U n ited  K ingdom  over th e  last tw o decades. T h e  fact 
tha t the p rice grow th tren d  is m ore steep ly  sloped  
than  the m oney grow th tren d  for bo th  the  U n ited  
States and  the U nited  Kingdom  also supports this 
conclusion.

To sum m arize, short-run m oney grow th has b een  
re la tive ly  less variab le  in  the  U n ited  States than  in 
the  U nited  Kingdom , G erm any and  Sw itzerland  
over the  last tw o decades. W hile  stable m oney 
grow th does p rovide a good env iro n m en t for stable 
real econom ic grow th, it is n e ith e r necessary  nor 
sufficient to stab ilize prices. T he key to p rice  sta
b ility  is to p rev en t m oney  grow th from accelerating  
over th e  long run. G erm any and  Sw itzerland  have 
not p erm itted  m oney grow th to accelera te  du rin g  the  
last 20 years; as a resu lt, the  rates of inflation and  
inflationary expectations in th ese  coun tries have re 
m ained  re la tive ly  unchanged . O n the  o ther hand , 
the  U nited  States and  the  U n ited  K ingdom  have 
allow ed th e ir rates of m oney  grow th to  accelerate. 
C onsequen tly , the  ra te o f inflation and  inflationary 
expectations in each country  have also increased .
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Much Ado About M2
R. W. HAFER

► ^IN C E  the observed  grow th rates o f the  m o n e
tary aggregates, M1B and M2, often d iverge, m one
tary policym akers, their advisors and “ F ed  w atchers” 
naturally  question  w hich  aggregate is a b e tte r  
m easure on w hich to focus in conducting  m onetary 
po licy .1 T he grow th rates of th ese  two aggregates 
recen tly  have d iverged . M ore specifically, M1B 
grow th has ten d ed  to fall short o f th e  grow th range 
se t by th e  F ed era l B eserve Board (6 p e rcen t - 8V2 
percent), w h ile  th e  grow th o f M2 ten d ed  to exceed  
its ta rge ted  range (6 p e rcen t - 9 percent).

T his artic le  w ill p rov ide som e d irec tion  to the  
p eren n ia l d eb a te  ab o u t the  m onetary  aggregates. 
T h e  ev idence  in th is artic le  ind icates th a t th e  grow th 
o f M1B is in fluenced  re la tive ly  less by  nonpolicy  
activ ity  — th a t is, it is easie r to control — th an  M2, 
and  th a tth e  grow th o fM lB  b e tte r  explains variations 
in th e  pace o f econom ic activity  than  M2.

M1B AND M2: DEFINITIONS

T ab le  1 p resen ts  th e  cu rren t M1B and  M2 defin i
tions.2 T h e  M1B m easure is essen tia lly  th e  o ld  M l 
aggregate, excep t th a t it excludes  d em and  d e
posits d u e  to foreign banks and  official institu tions 
and  includes  various in te rest-b earin g  transactions

accounts. T h ese  la tter accounts com prise negotiab le 
o rder of w ithdraw al (NOW), autom atic transfer from 
savings (ATS) and  c red it un ion  share draft accounts. 
In  the  second  q u arte r of 1981, for exam ple, these  in 
te rest-bearing  deposits accounted  for abou t 16 p e r
cen t o f total M1B, th e  rem a in d er b e in g  currency, 
coin and  d em an d  deposits. T he M1B m easure is 
com m only con sid ered  a transactions  defin ition  of 
m oney because each  o f its com ponen ts is u sed  p ri
m arily  as a m eans o f paym ent.

T h e  M2 m easure  is m uch b ro ad er than  M1B. I t 
encom passes, in add ition  to M1B, an array o f  finan
cial item s no t generally  em ployed  as a m eans o f pay
m ent, such as savings deposits and  sm all tim e 
deposits (issued  in denom inations less than 
$100,000). M 2 also incorporates deposits th a t have 
no t yet b ee n  categorized  as e ith e r p u re ly  trans
actions deposits or nontransactions deposits. T h ese  
assets inc lude  o vern igh t repu rchase  agreem ents 
(BPs) issu ed  by  com m ercial banks, o v ern igh t Euro-

1U ncerta in ty  ab o u t w hich  m onetary  aggregate  to use  in form u
lating  m onetary  policy  can b e  found  in the  “ R ecord  o f Policy 
A ctions o f  th e  F O M C ” th ro u g h o u t th e  past year. F o r exam ple: 
“ In  lig h t of th e  re la tiv e ly  strong grow th of M-2 and  M-3 and 
th e  su b stan tia l easing  recen tly  in m oney  m arket cond itions, as 
w ell as u n certa in tie s  ab o u t th e  in te rp re ta tio n  o f th e  b eh av io r of 
M - l , th e  C om m ittee  on F eb ra u ry  24 ag reed  to accep t som e short
fall in grow th  of M-1A an d  M-1B from th e  spec ified  rates. . . 
Federal R eserve B u lle tin  (April 1981), p. 318.

Q u estio n s abou t w h ich  aggregate  to choose also have ap p ea red  
in th e  p o p u lar p ress. See “ Bad N ew s M arkets ,” “ M -F u n ” and  
Irv ing  Kristol, “ T h e  T ro u b le  w ith  M oney ,” each  ap p earin g  in 
th e  W all S tree t Journal, A ugust 2 6 ,1981 . See also R o bert H aney  
Scott, “ I f  F e d  is to C ontro l M oney, I t  M ust C ontro l All M oney ,” 
A m erican  B anker, A ugust 26, 1981.

2M 1B da ta  u n ad ju s ted  for N O W  accoun t shifts are u se d  exclu
sive ly  th ro u g h o u t th is  article . F o r  fu rth er d iscussion  o f th e  new  
defin itions, see R. W. H afer, “ T h e  N ew  M onetary  A ggregates,” 
th is  R ev iew  (F eb ru ary  1980), pp. 25-32.

Table 1
The New Monetary Aggregates
Component M1B M2

Currency in circulation X X
Demand deposits at commercial banks and X X 

th rift institutions, excluding deposits due to 
foreign commercial banks and officia l 
institutions

NOW, ATS and c re d it un ion  share d ra ft X X 
accounts

Overnight RPs X
Savings deposits at commercial banks and X

th rift institutions 
Small time deposits (less than $100,000) at X

commercial banks and th r if t  institutions 
Overnight Eurodollar deposits issued by Carib- X

bean branches of member banks and held by 
U.S. nonbank residents 

Money market mutual fund shares X
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dollars issu ed  by C aribbean  b ranches o f m em b er 
banks to U.S. nonbank  custom ers, and  m oney m arket 
m utual fund shares (M M M Fs). T h ese  accounts as o f 
Ju ly  1981 accoun ted  for ab o u t 10 p ercen t o f  total M2.

T h e  n on-M lB  com ponent o f M2 is v iew ed  as a 
close substitu te  for o th er nontransactions financial 
assets. M M M Fs, for exam ple, are often v iew ed  as a 
nontransactions com ponent, even  though  share
ho lders com m only have check-w riting  priv ileges. 
T his featu re has p rom pted  questions abou t su b 
stitu ting  M M M Fs for transactions accounts, even  
though  th e ir “ liq u id ity  characteristics are m ost like 
those o f savings accounts.”3 Tw o poin ts w eaken  
th e  claim  tha t M M M Fs are close substitu tes for 
transactions deposits. F irst, th e re  are relatively  
large m inim um  denom ination  req u irem en ts (usual
ly $500 or m ore) for checks w ritten  against these  
accounts. Second, checks w ritten  on th ese  accounts 
m ust c lear through already  existing  transactions ac
counts. C onsequen tly , tha t portion  of M M M Fs used  
for transactions pu rposes is effectively  accoun ted  
for in M1B.

T h e transactions characteristics o f  overn igh t RPs 
and  E urodollars rem ain  a m atter o f debate . W hile 
som e have argued  th a t th ese  assets are close substi
tu tes for dem and  deposits, o thers v iew  them  as 
h igh ly  liq u id  in v estm en t item s th a t are n o t close 
substitu tes for transactions-type deposits. At this 
tim e, th e re  is no c lear consensus.4

HOW CONTROLLABLE ARE 
M1B AND M2?

I f  a m onetary  m easure is to  b e  usefu l in  form u
lating  a policy w hose goal is to in fluence the  pace of 
econom ic activity, it m ust not b e  in fluenced  u ndu ly  
by nonpolicy  activity. F ailu re  to m eet th is p re 
req u is ite  indicates tha t th e  m easu re  w ill be difficult 
for the F ederal R eserve to control and  m ay incorrect
ly signal the  im pact and  d irec tion  o f cu rren t policy .5 
M arket in te re st rates, for exam ple, are generally

3T hom as D . Sim pson, “ T h e  R ed efin ed  M onetary  A ggregates,” 
F ederal R eserve B u lle tin  (F eb ru ary  1980), p . 100.

4T he flavor o f  th e  d e b a te  can be  g lea n ed  from  R ichard  D . Porter, 
T hom as D . S im pson and  E ile en  M auskopf, “ F in ancia l In nova
tion  a n d  th e  M onetary  A ggregates,”  B rookings Papers on  E co
nom ic A c tiv ity  (1:1979), pp. 213-29.

5F or a d iscussion  o f th is an d  re la ted  issues, see A lbert E . B urger,
“ T h e  Im p lem en ta tio n  P rob lem  o f M onetary  P o licy ,” th is R eview
(M arch 1971), pp . 20-30.

am biguous indicators of m onetary actions. T his is b e 
cause th ey  are  in fluenced  both  by  m onetary  policy 
actions and  by  changes in  financial m arket con
d itions (such as the  d em and  for and  su p p ly  o f  credit). 
C onsequen tly , it is d ifficult to  d iscern  w h e th e r 
in te re st rate changes reflect policy actions or the  
com bined  effect o f  a host of o th er in fluences b eyond  
th e  pu rv iew  o f the  F ed era l R eserve.

M1B, M2 and the Adjusted  Monetary Base

To assess the  in fluence o f nonpo licy  actions on 
M1B and M2, it is instructive  first to exam ine the 
re la tionsh ip  b e tw e en  th ese  m easures and  th e  ad 
ju s ted  m onetary  base .6 B ecause th e  F ed era l R eserve 
induces change in th e  ad ju sted  m onetary  base, 
prim arily  through its open  m arket operations, it can 
influence d irec tly  th e  expansion or contraction  o f 
bank reserves and, hence, the  m oney stock. To 
d e term in e  th e  strength  o f th is in fluence, th e  grow th 
rates o f M1B and M2 w ere  com pared  w ith  th a t o f the  
ad justed  m onetary  base using  regression  analysis.7 
T he regression  resu lts for the  perio d  11/1960- 
11/1981 are (absolute value of t-statistics in p a ren 
theses):

M i B t =  - 0 .3 9 6  +  0 .9 2 1  A M B ,
(0 .6 2 ) (9 .48 )

R 2 =  0 .5 1 4  S E  =  1 .95  D W  =  1.9S

and
M 2, =  4 .S 2  +  0 .5 7 2  A M B ,

(4 .84 ) (4 .23 )

R 2 =  0 .1 6 8  S E  =  2 .1 1  D W  =  1 .98  p =  0 .61

w here M1B, M2 and  AMB are the  an n u a lized  grow th 
rates o f M1B, M2 and  the  ad justed  m onetary  base, 
respectively , R is the  ad ju sted  coefficient o f d e te r
m ination, SE is th e  standard  erro r of th e  regression , 
DW  is the D urbin-W atson statistic  and p is the  first- 
o rder serial correlation  coefficient.

T his ev id en ce  strongly suggests th a t the  grow th 
of M1B adheres m ore to m ovem ents of the  ad justed

6T he ad ju s ted  m onetary  base  consists o f  m em b e r bank reserves 
a t th e  F ed e ra l R eserve Banks, cu rren cy  th a t is h e ld  b y  th e  p u b lic  
an d  in  th e  vau lts o f  com m ercial banks an d  an ad ju s tm en t for 
re serv e  re q u ire m e n t ratio  ch anges. A m ore com p le te  d iscussion  
o f th e  ad ju s ted  m onetary  base  m easu re  is found  in R. A lton 
G ilbert, “ R evision o f th e  St. L ouis F e d e ra l R ese rv e’s A djusted  
M onetary  B ase,”  th is R eview  (D e ce m b er 1980), pp . 3-10.

7T h e  reg ression  resu lts  rep o rted  h e re  are sim ilar to those  in 
John  A .T atom , “ M oney Stock C ontro l U n d e r A lterna tive  D efin i
tions o f  M oney ,” th is R eview  (N o v em b er 1979), pp . 3-9. 
Prelim inary ' tes ts  in d ica te  that, u n lik e  T ato m ’s resu lts , a  lagged  
value o f th e  d e p e n d e n t variab le  is n o t sta tistica lly  significant.
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m onetary  base — the  m easure d irec tly  in fluenced  by 
policy  actions — than  does th e  grow th o f M2. This 
is ev id en t in  several ways. F irst, changes in  the 
ad justed  m onetary b ase ’s grow th accoun t for over 
50 p e rcen t of the  variation in M IB ’s growth. In  con
trast, only 17 p ercen t o f the  changes in M 2’s growth 
is exp la ined  by changes in  ad justed  m onetary  base 
grow th. Second, the  estim ated  p o in t elastic ities 
b e tw een  changes in ad justed  m onetary  base grow th 
and  changes in  th e  grow th o f M IB and  M2 reveal tha t 
M1B is considerab ly  m ore sensitive than  M2 to 
changes in  th e  ad justed  m onetary  base. A 1.0 per- 
cen tage-po in t change in  the  grow th ra te o f the 
ad justed  m onetary  base  leads to a 0.92 percen tage- 
p o in t change in  th e  grow th ra te o f M1B, b u t on ly  a 
0.57 percen tage-po in t change in th e  grow th rate 
o f M 2.8

Interest Rate Influences

A nother aspect o f th e  con tro llab ility  issue to 
investigate  is how  sensitive th e  tw o m onetary  
aggregates are to changes in m arket in te re st rates. As 
no ted  previously , in te re st rates m ay change for a 
varie ty  o f  reasons, only  one o f w hich  is a change in 
m onetary  policy. An aggregate exh ib iting  relatively  
g rea ter sensitiv ity  to in te rest ra te changes w ould  be 
a less pragm atic choice upon w hich  to base policy 
decisions, because a desired , po licy-induced  change 
in  th is aggregate can easily  b e  confounded  by no n 
policy  o rien ted  changes in  m arket in te re st rates.

To exam ine this issue, the  grow th rates o fM lB  and  
M2 are p lo tted  (chart 1) for the perio d  11/1959-11/ 
1981, the  full perio d  over w hich  co n sis ten t defin i
tions for each m easu re  are available. C hart 1 also 
d e lin ea te s  periods d u rin g  w hich  the  3-m onth 
T reasury  b ill rate consisten tly  exceeds th e  R egula
tion Q ce iling  rate on com m ercial bank  savings 
deposits by 100 base  points (1 percen tage point) 
or m ore. W hat em erges from an in spection  of chart 1 
is tha t the  grow th o f M2 generally  tends to be greater  
than  th a t o f M IB: D u rin g  this p e rio d  M IB increased , 
on average, a t ab o u t a 5.0 p e rcen t annual rate w hile  
M2 in creased  a t ab o u t an 8.5 p e rcen t annual rate. 
M ore im portant, how ever, are the  re la tive m ove
m ents o f the m easures d u rin g  periods o f changing  
in te re st rates.

8It shou ld  also b e  n o ted  th a t a first-order serial corre lation  correc
tion  is n ecessary  in e stim a tin g  th e  M 2 eq u atio n . T h is m ay sug
gest a  m isspeciflcation  of th e  M 2 eq u atio n , a  re su lt o f not 
cap tu rin g  th e  system atic in fluence  o f o th er, unsp ec ified  vari
ab les. T h is is fu rth er ev id en ce  in  su p p o rt o f th e  b ase -M lB  
re la tio n sh ip  over th e  base-M 2 rela tionsh ip .

As chart 1 illustra tes, du rin g  periods in  w hich  the  
3-m onth T reasury  b ill ra te exceeds th e  R egulation 
Q ce ilin g  ra te  on savings deposits, th e  grow th rates 
o f M1B and M2 d ec lin e  and  th e  d ifferen tial b e tw een  
th e  tw o narrow s considerably . T his pattern  suggests 
that, as the  opportun ity  cost o f ho ld ing  M1B and M2 
deposits rises, funds flow ou t o f th ese  m easures and 
into alternative , h igher-y ie ld ing  assets. D uring  
periods w hen  th e  R egulation  Q ce iling  rate is signifi
can tly  g rea ter than  th e  T reasu ry  b ill rate, how ever, 
th e  grow th of M2 increases rapidly, m uch m ore so 
than  M IB. T his is b ecau se  th e  non-M  IB  com ponents 
o f M2 now  becom e re la tive ly  m ore attractive to 
investors seek ing  to m axim ize th e ir  in te re st incom e. 
T h e  re la tive responsiveness of M 2 to changes in 
in te re st rate d ifferen tials suggests tha t M2 grow th 
is m ore sensitive than  M1B grow th to in te re st rate 
m ovem ents, sim ply  b ecau se  M2 includes m ore 
in terest-bearing  com ponents, such as M M M Fs, than 
M1B.

T he d ifferen tial grow th rates o f M1B an d  M2 
du rin g  periods of chang ing  in te re st rates suggest 
th a t the  non-M  IB  com ponents o f M2 (w hich recen tly  
accoun ted  for 75 p e rcen t of M2) are sensitive  to such 
in fluences.9 As seen  in  chart 1, how ever, the  substan 
tial red u ctio n  in th e  M 2-M 1B grow th d ifferen tial 
ev id en ced  prev iously  does not con tinue after IV/ 
1977.

T h e  recen t b ehav io r o f  M2 has b ee n  in fluenced  
heav ily  by  the  grow th in M M M Fs.10 B ecause 
M M M Fs re p re sen t a lternative  sources of in te re st 
incom e, th e ir  grow th (and, consequen tly , th e ir 
influence on M2) fluctuates w ith  m arket in te rest rates. 
M oreover, the  rates p a id  b y  M M M Fs lag cu rren t 
m arket rates. W hen in te re s t rates p a id  on com peti
tive assets such as 3-m onth T reasu ry  b ills rise (fall),

9T his fact ap p aren tly  is reco g n ized  by m onetary  policym akers. 
T he “ R ecord” o f th e  F eb ru ary  2-3, 1981, m ee tin g  o f th e  FO M C  
states: “ M em bers d iffered  som ew hat m ore in th e ir  v iew s con
cern in g  th e  b ro ad er m onetary  aggregates, in part b ecau se  of 
u n certa in ty  abou t th e  po ten tia l effects o f in te res t ra te  re la tio n 
sh ip  s on th e  beh av io r o f  the  n o n transac tion  c o m p o n en t.” Federal 
Reserve B u lle tin  (April 1981), p. 315. E v en  so, th e  “ R ecord” 
of th e  M arch 31 m ee tin g  states: “ In  evalu a tin g  th e  b eh av io r o f 
aggregates, it w as ag reed  th a t g re a te r  w e ig h t than  before  w ould  
be  g iven  to th e  beh av io r o f  M -2 .’’F ederal R eserve  B u lle tin  (June 
1981), p . 501. (Italics added.)

10In  th e  rep o rt su b m itted  by  the  B oard o f G overnors to  th e  Jo in t 
E conom ic C om m ittee  on M ay 12, 1981, th e  im portance o f the  
grow th o f m oney  m arket m u tu a l funds in  ex p la in in g  M 2 grow th 
is c learly  reco g n ized : " . . .  expansion  in  th e  nontransaction  
co m p o n en t o f  M-2 w as largely  su s ta in ed  by  th e  resum ption  of 
grow th in shares o f m oney  m arket m utua l funds. Such shares 
acco u n ted  for ab o u t th ree -q u arte rs  o f th e  grow th o f M-2 b e 
tw een  D e ce m b er [1980] a n d  M arch [1981],” F ederal Reserve  
B u lle tin  (M ay 1981), p. 413.
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Chart 1

G r o w t h  Rates of  M1B a n d  M 2
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S h a d e d  a r e a s  r e p r e s e n t  p e r i o d s  d u r i n g  w h i c h  th e  t h r e e - m o n t h  T r e a s u r y  b i l l  r a t e  w a s  a t  l e a s t  100  b a s is  p o i n t s  a b o v e  th e  
c e i l i n g  r a te  on  c o m m e r c i a l  b a n k  s a v in g s  d e p o s i t s .

L a t e s t  d a t a  p l o t t e d :  2 n d  q u a r t e r

therefo re , the  grow th o f M M M Fs slows (increases). 
C h art 2 offers ev idence  to su pport this re la tionsh ip .

B etw een  Ju n e  and  N ovem ber 1980, M M M Fs 
increased  $2.8 billion. As illu stra ted  in chart 2, this 
p e rio d  is charac terized  by  an increase in th e  3-m onth 
T reasury  b ill rate o f over 650 basis points. In  con
trast, the  b ill rate d ro p p ed  over 200 basis points from 
D ecem b er 1980 to M arch 1981, and M M M Fs in 
creased  abou t $40 billion. S ince M arch, th e  b ill rate 
in creased  to over 16 p e rcen t in May, th en  d ec lin ed  
to ab o u t 15 p e rcen t in July; the  increase in M M M Fs 
slow ed du ring  April and May, th en  resum ed  a rap id  
increase  as the increase in the  b ill rate slow ed.

T he influence of M M M F grow th on the  grow th 
rate o f M2 relative to M1B is am ply dem onstra ted  
by recen t experience. From  Ju n e  to N ovem ber 1980, 
M1B increased  at a 15.3 p e rcen t rate w h ile  M2 in 

creased  at a 12.4 p ercen t rate. T hen , from N ovem ber 
1980 to Ju ly  1981, a perio d  o f restric tive  m onetary  
policy (the grow th ra te of the  ad justed  base fell from 
11.5 p e rcen t to 4.4 p e rcen t over the  tw o periods), 
M1B increased  at a 4.0 p ercen t rate w h ile  M2 in 
creased  at an 8.4 p e rcen t rate. It is im portan t to recall 
that from June to Novem ber, M M M Fs increased  only 
$2.8 b illion ; from N ovem ber to July , how ever, they  
increased  $57.3 b illion , largely  accounting  for the 
d isparate  grow th b e tw een  M1B and M2.

T he ev id en ce  p re sen ted  thus far show s M1B to 
be  m ore closely  linked  than  M2 to m ovem ents in the 
ad justed  m onetary  base. T he grow th o f M2, on the  
o ther hand , is d istinc tly  m ore sensitive  than  M1B to 
alterations in in te re st rate d ifferen tials. T his ev i
dence  m arks M1B, not  M2, as m ore usefu l in d irec t
ing d iscussion  and decisions abou t m onetary  policy.
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C ha r t  2

Relationship Between Money Market Mutual Fund Shares 
and the 3-Month Treasury Bill Rate
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M1B, M2 AND ECONOMIC ACTIVITY

E v id en ce  in the  p reced in g  section  suggests that 
M1B is m ore contro llab le  (from a policy  standpoint) 
than  M2. T he q uestion  now  to investigate  concerns 
th e  re la tionsh ip  b e tw een  the grow th o f  each m one
tary m easure and  the  pace o f econom ic activity. 
Previous study has dem onstra ted  that changes in the 
grow th of M1B and  M2 p reced e  fluctuations in eco
nom ic activity m easured  by changes in  nom inal GNP 
grow th .11 T herefore, the im portan t issue is w hich 
o f th e se  two m easures is m ore closely re la ted  to (i.e., 
explains) m ovem ents in the  grow th of nom inal GNP.

“ See R. W. H afer, “ S e lec tin g  a M onetary  Ind icato r: A T es t o f the 
N ew  M onetary  A ggregates,”  th is R eview  (F eb ru ary  1981), 
pp . 12-18. N om inal G N P is u se d  b ecau se  it is w id e ly  b e liev ed  
to  b e  th e  ch an n e l th rough  w hich  m onetary  po licy  variab les 
d irec tly  in fluence th e  econom y.

To exam ine th is issue, equations re la tin g  the 
grow th rate o f nom inal G N P to the grow th rates of 
m oney  and  h igh-em ploym ent governm ent ex p en d i
tu res w ere  estim ated  using  quarterly  data over the 
p erio d  I I /1960-11/1981.12 T h e  em pirica l results 
are p re sen ted  in tab le  2.

T he results ind icate  th a t both  m onetary  m easures 
exert a statistically  significant im pact on the  grow th 
of nom inal G N P over a four-quarter period . This is 
ev id en ced  by the  large t-statistics rep o rted  for each 
m easure, especia lly  for the  sum  coefficient (Snii). A 
considerab le  d ifference exists, how ever, b e tw een  
th e  cum ulative effect of changes in the  grow th of 
M1B and  M2 on nom inal G N P grow th. T he em piri-

12See Keith M. C arlson , “ M oney, Inflation , and  E conom ic G row th: 
Som e U p dated  R ed u ced  Form  R esu lts and  T h e ir  Im p licatio n s ,” 
th is R eview  (April 1980), pp . 13-19.
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Table 2
Impact of M1B and M2 on G NP1

4 4
Equation Tested: Yt = Constant + 2 mi Mt-i + Se, Et-i +£t

i=0 i=0
M1B M2

Constant 1.42 (1.22) -0.41 (0.25)

mo 0.493 (4.24) 0.147 (1.15)
rm 0.445 (5.91) 0.265 (3.89)
m2 0.209 (2.25) 0.257 (2.36)
m3 0.013 (0.18) 0.126 (1.92)
rru -0 .047 (0.40) -0.026 (0.21)
2m i 1.113 (5.83) 0.769 (4.55)

eo 0.097 (2.30) 0.119 (2.62)
ei 0.033 (1.02) 0.058 (1.69)
e2 -0 .027 (0.78) -0 .002 (0.05)
e3 -0.017(0.51) 0.010 (0.28)
e4 0.035 (0.83) 0.058 (1.26)
2e, 0.121 (1.29) 0.242 (2.50)

R2 0.407 0.305
SE 3.450 3.737
DW 2.12 1.91

’The equation tested uses a fourth degree Almon polynominal
with both endpoints constrained. Absolute value of t-statis-
tics appear in parentheses. R2 is the coefficient of determi
nation corrected fo r degrees of freedom, SE is the standard
error of the regression and DW is the Durbin-Watson test
statistic.

cal resu lts  reveal th a t the  cum ulative im pact o f a 1.0 
p ercen tage-po in t increase  in  th e  grow th o f M1B 
yields an  iden tical increase in  the  grow th o f nom inal 
G N P w ith in  one  year. A sim ilar change in  M2, how 
ever, leads to only  a 0.77 p ercen tag e-p o in t increase 
in  nom inal G N P grow th. T hus, nom inal G N P grow th 
reacts m ore com ple te ly  an d  rap id ly  to changes in the 
grow th rate o f M1B than  to tha t o f M2. Policy actions 
th a t in fluence th e  grow th of M1B, therefore , w ill 
in fluence the  pace o f general econom ic activity  m ore 
than  those th a t affect M2 growth.

F u rth e r em pirica l support for th e  u tility  o f M1B

is found  in  th e  eq u a tio n s’ sum m ary statistics. T h e  
overall explanatory  p o w er o f the  M1B eq u a tio n  is 
g reater th an  th a t for M2, in d ica tin g  a m ore re liab le  
re la tionsh ip . T his is ev id en ced  by  th e  larger R-' 
for M1B (0.41 as opposed  to 0.31 for M2). T his find
ing reaffirms the  choice o f M IB as the b e tte r  m easure 
o f m oney to in fluence nom inal G N P grow th .13

CONCLUSION

E v id en ce  has b een  p ro v id ed  on th e  cu rren t debate  
over M1B o r M 2 as a m ore appropria te  m onetary  
aggregate to observe in conduc ting  m onetary  policy. 
T w o aspects have b ee n  exam ined: (1) H ow  con
tro llab le  are the  aggregates? and  (2) H ow  w e ll do th e  
tw o m easures exp lain  econom ic activ ity  as m easu red  
by the  grow th o f  nom inal G N P?

T h e resu lts p re sen ted  h ere  ind icate  th a t M1B 
grow th is m ore closely  re la ted  to th e  grow th of the 
ad justed  m onetary  base, w h ich  d irec tly  reflects 
changes in  m onetary  policy. An analysis o f the 
influence o f changes in  m arket in te re s t rates on the 
tw o m easures also suggests th a t th e  grow th o f M1B 
is less sensitive  th an  M2 to fluctuations in  in te re st 
rates.

T h e  grow th o f M1B also was show n to b e tte r  
exp lain  th e  grow th o f nom inal GN P. S tatistical 
analysis ind icates tha t a 1 p ercen tag e-p o in t change 
in th e  grow th of M1B resu lts in 1 percen tage-po in t 
change in  nom inal G N P grow th, w h ile  a sim ilar 
change in  th e  grow th o f M2 does not. T hus, from 
th e  standpo in t o f in fluencing  econom ic activity, con
tro lling  M1B is p re ferab le  to con tro lling  M2.

T he u p sh o t is th a t policym akers w ould  do far 
b e tte r  to concen tra te  on contro lling  th e  grow th of 
M1B than  to con tin u e  th e  ra th e r im prec ise  practice 
o f a ttach ing  varying im portance to th e  M1B and  M2 
aggregates w h en ev er th e ir  grow th rates d iverge.

13T his finding supports th a t rep o rte d  in  K eith  M. C arlson  and
Scott E . H e in , “ M onetary  A ggregates as M onetary  In d ica to rs ,”
th is R ev iew  (N ovem ber 1980), pp . 12-21.
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